INTRODUCTION
The functioning of the Eastern European economies received much attention after their changeover to markets after 1989. The peculiarities in the subsequent development in these countries posed several new empirical issues to be theoretically explained. The problem of finding the equilibrium real exchange rate (RER) and exchange rate stability in these economies has remained one of the most resilient features to solve. Contrary to traditional experience in dealing with exchange rate adjustment, many of these countries, after sharp devaluations of their currencies to the level of market equilibrium, went through a long period of real appreciation. Both the economic policy-makers and the theorists were then not able to get an equivocal agreement in the interpretation of these developments. It became apparent that many rules that functioned satisfactorily in stable economies, became of ill-advice for economies in transition or for economies undergoing a fast industrial restructuring. The Czech case is a prime example of how the exchange rate could behave in the most unexpected way. Table 8 .1 shows the basic indicators relevant for the assessment of the RER and the evolution of the environment influencing the RER.
The Czech economy transforms over 55 per cent of its GDP through exports, and for such an economy the exchange rate becomes a macroeconomic variable of fundamental importance. The point of departure from the central planning to free markets in 1990 was marked by a devaluation of 114 per cent. Though the ensuing pass-through to inflation was sharp, it took full four years until the RER returned to the pre-devaluation level. In the following four years (1995-98) the nominal exchange rate both to the German mark and the US dollar remained unperturbed and practically equal to their rates in December 1990, while the aggregated CPI inflation rate scored an additional 39 per cent during 1995-98. The influence of both adverse determining factors (the inflation and the RER appreciation) notwithstanding, the Czech trade performance during the whole period of 1990-98 showed an unparalleled growth. Figure 8 .1 (p. 108) illustrates the basic developments at issue. The problems to clarify are as follows:
(a) What is the optimal level of devaluation at the beginning of transition? (b) Is the prolonged RER appreciation a sustainable development compatible with growth or is this tendency detrimental to the performance of domestic industries? (c) Is the path of fundamental RER equilibrium above or below the empirical trajectory of RER? (d) Is the RER development converging quickly to the equilibrium RER or will that tendency be prolonged to a long run? (e) Is the measure ofRER based on the consumer price index (CPI) or the producer price index (PPI) a meaningful concept for the economic policy in countries with highly dynamic real (that is non-monetary) changes?
The aim of this chapter is to empirically test the past behaviour of Czech producers, exporters and importers, and their foreign trade response to exchange rates adjusted to purchasing power parity (PPP) differentials in various countries. The results of the test are important for drawing implications about the validity of the PPP rule in a country in transition. If the tests reject the validity of the PPP hypothesis, then relative price levels are not a primary factor relevant for the real behaviour of economic agents in international trade, and trade competitiveness must be described by variables other than relative prices. An alternative interpretation of the real exchange rate is attempted at the end of the chapter.
The relevance of real exchange rate appreciation is outlined in explaining the specific aspects of growth in transition economies. Instead of concentrating only on the real growth of GDP (in constant domestic prices), as is followed in the standard economics of comparative international studies, equal attention should be given to the RER appreciation.
PROBLEMS WITH REAL EXCHANGE RATE MEASUREMENT IN A TRANSITION ECONOMY
In the past two decades the concept of real exchange rate was developed in order to distinguish between nominal (monetary or price) phenomena and the real
